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1

The Old and the New Political
Economy

In the 1950s and 1960s it was rare to find any mention of government
failures or of national or global governance. Economic policies and
government intervention were justified to overcome market failures or
imperfections. In the world of today, the opposite view prevails: that is,
almost all economic ills are ascribed to government failures and faulty
macroeconomic and sectoral policies. A shift towards a market system
involves competition and incentives which are seen as driving forces
towards efficiency in resource allocation and use, as well as accelerated
economic growth.

This chapter examines the pros and cons of the old and the new
political economy of development and its relevance to public policy in
developing countries. It discusses different forms of the state and its
agents, namely, government and bureaucracy. Parallel to this analysis,
one needs a corresponding analysis of different types of markets. We
argue that markets left to themselves cannot contribute to growth and
equity. Government interventions are essential to overcome market
failures and to ‘guide’ markets towards broader development goals. As
we shall discuss in Chapter 7, failures occur not only under non-market
systems but also under market systems; most failures under the old and
the new political economy frameworks can be attributed to poor design
and/or implementation of public policies and programmes as well as
private strategies of firms and corporations. It is, therefore, unfair to
attribute the blame entirely to governments and public agencies.

Much of the literature uses the terms ‘state’ and ‘government’ inter-
changeably although the two are distinct. In fact, the concept of the
‘state’ is much broader and also more complex and problematic (see
Evans et al., 1985). The state refers to ‘a set of institutions that possess
the means of legitimate coercion, exercised over a defined territory and
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its population, referred to as society. The state monopolizes rule
making...through the medium of an organized government’ (World
Bank, 1997¢, p. 20). Lal and Myint (1996, p. 305) note two opposite
views of the state: the civil association view which defines the state as
custodian of laws which facilitate ‘individuals to pursue their own ends’
and the enterprise view which sees it as a ‘manager of an enterprise seeking
to use the law for its own substantive purposes...". Our concern in this
book is somewhat narrowly focused on the agents of the state — political
leaders, government and bureaucracy - rather than the state itself.

FROM THE OLD TO THE NEW POLITICAL ECONOMY

Under the old political economy framework the role of the state in
promoting social welfare was clearly recognized; so were such factors
as historical tradition, social structures and institutions, in the shaping
of economic policies and their implementation. As Meier (1993) notes,
under the old political economy (OPE) framework, which was in vogue
in the first few decades after the Second World War, the state and
government bureaucracy were benevolent institutions working for the
public good. Their role was to overcome market failures which
explained poor development performance. The state was traditionally
associated with a rational entity working for the maximization of social
welfare.

The protagonists of the new political economy view of development
(NPE) start with the premise that government failures are the villains of
the piece and that free functioning of markets and competition are
preconditions for the success of economic policy. The NPE paradigm
postulates that the state has extended its role and influence far beyond
what the norms of efficiency and rational resource allocation would
dictate. The rent-seeking behaviour of politicians and bureaucrats is
believed to have led to an overextension of the state with a consequent
waste of resources, economic inefficiency and corruption.

In the NPE framework, most production of goods and services is left to
markets in which producers offer their wares and consumers exercise
their preferences and make choices. Economic reform measures adopted
by many developing countries in the past several years are designed to
diminish and redefine the role of the state by promoting privatization
and enhancing the role of the markets in the allocation of resources.
There is a growing trend towards market liberalization within the frame-
work of stabilization and structural adjustment policies in developing
countries and in the economies in transition in Central and Eastern
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Europe. Markets and competition are looked upon as an effective frame-
work for organizing the production and distribution of goods and ser-
vices although their economic and social costs are increasingly debated.
Nevertheless, in situations where subsistence production is significant,
markets alone will be even more inadequate (Bhalla and Reddy, 1994;
Stiglitz, 1997a). This has not been recognized perhaps partly because of
the sudden collapse of the communist regimes, which was taken as a
vindication of the superiority of market forces.

In the countries of the erstwhile Soviet bloc, the OPE view has been
equated with a state apparatus and bureaucracy responsible for govern-
ment policy interventions and their implementation. In the early 1990s
the people of the former Soviet Union and Central and Eastern Europe
rejected this state apparatus and bureaucracy as an effective instrument
of choice of goods and services. The fall of communism has led to
renewed attacks on government control and ownership of resources.
Under communism the state apparatus in these economies extended
far and wide. The government and state bureaucracy is known to have
failed to work for the public interest and social welfare. State control
over production did not result in the production of goods and services of
sufficient quantity and quality to satisfy consumer requirements. In the
name of social welfare the state bureaucracy often assumed inordinate
powers leading to corruption and malpractices.

There is a tremendous mismatch in the production of goods and
services between the choices made by the state bureaucracy and the
preferences of the consumers. There is a growing feeling that whenever
the bureaucracy makes these choices for consumers, it makes the wrong
choices because unlike the market, a bureaucracy tends to be cut off
from the valuable information and feedback that consumers provide on
their preferences for goods and services. (However, this judgement is not
peculiar to the communist environment; even in the capitalist environ-
ment, many bureaucratic choices can turn out to be disaster (see
Chapter 2).

Features of the New Political Economy

The NPE has been defined as a ‘neoclassical economic theory of politics’
analogous to ‘neoclassical economic analysis’ (see Meier, 1991, p. 5). It
argues in favour of a minimalist state on the grounds of directly unpro-
ductive activities of the state and rent-seeking behaviour of public
agents and bureaucrats (Bhagwati, 1982; Buchanan et al., 1980; Findlay,
1991; Krueger, 1974; Srinivasan, 1985). Unproductive but profit-seeking
activities include rent-seeking but also much more; for example, all
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price distortions, tax and tariff evasion, smuggling, bribery, corruption,
black markets, and so on (Bhagwati, 1982; Krueger, 1974). While Krue-
ger was interested mainly in rent-seeking activities through trade restric-
tions, Bhagwati broadened the analysis to include all sorts of economic
activities in which rent-seeking resulted from government restrictions
which enable bureaucrats, industrialists and private individuals to gen-
erate private income (rent) from such controls.

Rent-seeking associated with government intervention is distinct
from any rents captured by individual economic agents in pursuit of
profit-making (monopoly rents, for example). The state-induced rents
are artificial in the sense that resources spent in generating and captur-
ing them are a social loss since no resource creation (only reallocation) is
involved (Chang, 1994a, pp. 27-31).

The NPE paradigm attributes failures to implement public policy to
rent-seeking because governments are assumed to act on behalf of par-
ticular interest groups rather than the public welfare. They deliberately
introduce public interventions to maximize economic gains for these
groups and ensure their distribution as well as power among them.!

Rent-seeking will influence administrative behaviour of implementors
negatively because it leads a civil servant to rank accountability very low
on his/her personal agenda. Moreover, it is reported that countries which
receive the major share of their revenues through rents, realized through
the export of commodities such as oil or other valuable minerals, are
facing the same problem of lax attitudes towards state funds.

Rent-seeking by government influences the administrative costs of
enforcement of policies. Krueger (1993) notes that such rent-seeking
creates a deadweight cost. But there can also be positive and growth-
inducing aspects of rent-seeking behaviour of governments. The South-
east and East Asian experiences show that rent-seeking can be devoted
by governments to growth and public welfare. The governments created
rents to increase investment to fuel growth rather than to benefit a few
private and vested interests. Chang (1994a) argues that in late-indus-
trializing countries market mechanism alone could not provide ade-
quate rents. Decline in barriers to trade and big reductions in transport
costs, inter alia, prevented such rents. The nature of new industries, the
high investment costs and the risk involved necessitated government
intervention to create rents for early entrants.

Rent-seeking behaviour is not peculiar to governments and the
political process; it is equally common in the private sector. Private
organizations may deliberately make distorting decisions in order to
seek rents and limit competition from outsiders (Boycko et al., 1996;
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Edlin and Stiglitz, 1995; Stiglitz, 1997a). Streeten (1993) gives the exam-
ple of private allocation of contracts to sub-contractors leading to rents in
the same way as import quotas. When barriers to entry are high, private-
sector firms become monopolistic and charge prices higher than what the
production costs would dictate. Thus, to use Adam Smith’s phrase, this
reflects ‘the businessman’s conspiracy against the public’. In such situa-
tions, government intervention through anti-monopoly legislation may
actually reduce unproductive activity and raise output through greater
competition. The relevant question is whether governments or markets
lead to greater net negative result, when rent-seeking is common to both
market and government failures.

Toye (1991a, p. 321) notes two major features of the NPE: (a) ‘an
unrelievedly cynical view of the state and a sharp disjunction between
that view and the political requirements for the adoption of liberaliza-
tion policies in the economic sphere’, and (b) ‘the exclusion of interna-
tional economic and political factors from the frame of analysis’. In an
interdependent globalizing world of today it is unrealistic to ignore
influences of such international bodies as multinational corporations,
international banks and development institutions on changes in policy
in developing countries. Toye also questions the generally held view
that the rent-seeking literature provides the foundation for NPE. The
pressures of interest groups in the political process need not always be
negative. These groups have been interpreted as equivalent to compet-
itive process in the political field, which ensures consensus and com-
promise in coalition building. Under the NPE, however, interest groups
and competition among them are seen as negative agents which destroy
public interest and lead to political fragmentation.

The relevance of the NPE (developed initially in the context of
advanced market economies) to developing countries is a matter of
some controversy. While Findlay (1991) asserts its universal application,
Grindle (1991) argues that its application to public policy making in
developing countries is of a rather limited value. She draws a distinction
between the ‘state-centred’ and ‘society-centred’ view of public policy
making. Society-centred political economy models depict competition
of interest groups as a threat to government to respond through rational
economic policies. On the other hand, the ‘state-centred’ view poses no
such threat since politicians or the political elite are assumed to be as
rational as the voters. It is only the state-centred view that is relevant to
developing country situations. The ‘society-centred’ view has limited
validity in developing countries because public policy making is gener-
ally much less transparent and more closed than in developed countries



6 The Old and the New Political Economy

Table 1.1 Characteristics of the old versus the new political economy

Old Political Economy (OPE)

New Political Economy (NPE)

Market failures are responsible
for poor outcome of economic

policy

Government is a benevolent
institution working for the public
good

Government intervention is efficient

Interest groups are beneficial and
can help promote political consensus

State ownership and control of
private enterprise is necessary for
equitable growth

Government failures are responsible for
poor outcome of economic policy.

Market, deregulation and prices will lead
to efficiency and maximum economic/
social good.

Government intervention is inefficient

Interest groups are harmful as they
promote rent-seeking

State ownership (especially in industries
where private enterprises can do better)
distorts markets and causes inefficiency.

(Grindle and Thomas, 1989). The above argument is based on the
assumption that interest groups in developing countries are weak and
have limited access to the state. As a result, public policy making is
centred in the high echelons of government.

This view contrasts Bardhan’s (1984) which explains rent-seeking in
India through vested group interests.

A contrast between the OPE and the NPE is summarized in Table 1.1
which depicts the characteristics of each.

A critique

The black and white view of state versus markets is clearly exaggerated.
The recent development debate seems to have over-romanticized the
successful role of the private sector in promoting growth and reducing
inefficiency. As noted above, the fall of socialist governments in the
former Soviet bloc has encouraged some to believe that history has
given a clear verdict in favour of capitalism and free enterprise. If state
and bureaucracy have failed, does it follow that the instrument of
markets and laissez-faire is necessarily superior? We argue that it does
not for the following reasons.

Firstly, in the so-called market economies, limitations of the market
have become clear. Stiglitz (1997a) distinguishes between ‘traditional’
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market failures (for example, externalities and public goods) and the
‘recent’ analysis of market failures (concentrating on innovation and
technology development, information imperfections, absence of mar-
kets, and their imperfections when they exist, as is reflected in unem-
ployment, monopolistic situations, and so on) (see Chapter 2). The
market for the development of technology may fail, thus calling for
government intervention. There may be other market limitations -
equity, environment and similar other long-term considerations do
not enter the balance sheet. These limitations have led to serious con-
sequences in terms of the pitiable conditions of the poor, homeless and
minorities, local and global environmental degradation and the neglect
of human resources development.

Secondly, government intervention may be essential to make markets
function more effectively. In developing countries, markets function
poorly for lack of institutions, social norms and human behaviour
(Basu, 1986, 1992). Government has a role to play in introducing appro-
priate property rights and legal norms. (Social norms and human beha-
viour at any given point of time would be the result of historical and
cultural heritage.) The role of the government may also remain impor-
tant for the alleviation of poverty and ensuring equity through income
transfers or redistribution of incomes. The government role cannot be
replaced easily in the provision of public goods and services such as
health and education, the maintenance of law and order, building and
maintaining infrastructure and environmental protection. It should also
be noted that in many developing countries a large proportion of the
population is engaged in subsistence production outside the market. In
this case the state and social organizations will need to be relied upon to
channel goods and services to these people. Even where markets exist, a
regulatory framework and legal norms need to be provided by the
government for their efficient functioning. The extent to which the
outcomes of public policy will actually contribute to these objectives
will largely depend on the nature and type of the state (see below).
Furthermore, the increasing transitional costs of globalization and eco-
nomic interdependence between economies can enhance, not diminish,
government’s role (see Rodrik, 1996a, 1997).

Finally, privatization, which is defended by the protagonists of mar-
kets, may be as distorting as a government monopoly. It may not
necessarily offer lower prices to consumers. Stiglitz (1997a, p. 85)
notes: ‘There is some evidence that, insulated from competition, private
monopolies may suffer from several forms of inefficiency and may not
be highly innovative.’
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INSTITUTIONS AND ORGANIZATIONS

A distinction between ‘institutions’ and ‘organizations’ is considered
crucial in a study of transaction costs (North, 1990). While institutions
provide a framework and rules of the game, organizations refer to groups
of individuals guided by common purpose and objectives. The latter are
agents of institutional change. The new institutional economics (NIE)
provides a framework to explain the role of institutions and norms in
reducing information and transaction costs to improve economic per-
formance. North (1990) notes their role in reducing uncertainty and
providing stable though not necessarily efficient social structures. It is
the economic and social institutions rather than markets or govern-
ments whose imperfect operation constrains growth in productivity
and efficiency (Harriss et al., 1995).

The role of institutions and organizations as well as their interrela-
tionships are important especially in developing countries because they
reduce transaction costs, provide incentives which can enhance effi-
ciency, and avoid or resolve conflict (Stern and Stiglitz, 1997). However,
conflicts can be resolved only through partnerships and incentives for
cooperative (rather than conflictual) behaviour (for example, partner-
ship or relations between workers, management and government).
There is a possibility, however, that while institutions lower transaction
costs, the design and establishment of new institutions may incur high
transaction costs since it involves risk and uncertainty. Furthermore,
institutional rigidities exist; generally institutions take long to adapt to
changing economic circumstances. Stern and Stiglitz (1997) note that
all institutions may not meet the current needs of the economy, and can
in fact, hinder change. But generally, even when legal structures and
institutions are weak, social sanctions can help strengthen their enfor-
cement (as for example, in East Asia).

North (1990, p. 27) notes that ‘costliness of economic exchange
distinguishes the transaction costs approach from the traditional
theory’. Transaction costs have also been seen simply ‘as a way of describ-
ing the causes of market failure’ (Khan, 1995, p. 74). Since transaction
costs occur under both public and private institutions, alternative insti-
tutions need to be identified to lower these costs in order to improve net
social benefits. The relevant issue then is transaction cost difference
between state (government) intervention and non-intervention. It is
possible that ‘intervention with rent-seeking may have lower overall
transaction costs than laissez-faire with lower rent-seeking’ (Khan, 1995,

p-75).
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While there is continued debate on the precise nature of the state
role and government intervention, nobody will deny the need to rede-
fine this role in the light of new development paradigm and national
and global governance. While in the old political economy framework
the state was justified as a custodian of social justice, under the new
framework it can be defended to correct market failures. Thus public
policy decision-making and implementation may be intended to pro-
mote efficiency by eliminating price distortions, promoting competi-
tion by breaking down monopolies, and developing and fostering
institutions which strengthen the functioning of factor and product
markets.

In writing on the role of investment and profits on East Asian
industrialization, Akytliz and Gore (1994) note quite rightly that the
‘attempt to isolate economic effects which can be attributed to govern-
ment, as against the market, is misguided’. Datta-Chaudhuri (1990,
p- 38) notes that the dichotomy is ‘fake’ because ‘in a changing
world the required institutional changes in markets do not always
take place automatically’. The state can promote ‘the right kind of
market institutions’ and ‘where market signals alone are not effect-
ive guides to desirable action, appropriate nonmarket institutions
are required to be created’. In reality, development cannot be
achieved either by the private sector alone, or by the state sector
alone. There is a role for both. An early World Bank Report (1991, p. 1)
states:

markets cannot operate in a vacuum. They require a legal and
regulatory framework that only governments can provide. And at
many other tasks, markets sometime prove inadequate or fail
altogether. This is why governments must, for example, invest
in infrastructure and provide essential services to the poor. It is
not a question of state or market: each has a large and irreplaceable
role

There is no agreement yet on the precise assignment of roles and alloca-
tion of responsibilities between the state and the market. As Krueger
(1990, p. 17) has noted, ‘an economically efficient division of economic
activity between public and private sector will be based in part on the ad-
ministrative and organisational requirements of the two alternatives’. Fis-
hlow (1994, p. 1830) states: ‘what we lack are a full set of rules for
determining the appropriate form and changing role of governmental
policy’.
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In the final analysis, the quality of government (as distinct from its
extent) and responsibilities will determine its positive or negative role,
which can be judged in terms of the quality of policy design and success
in the implementation of policies and programmes (see Chapter 7). This
can be illustrated by the experience of policy formulation in post-war
Japan (1953-1973). Gore (1994) notes how government policy in Japan
was formulated taking due account of the views of the business com-
munity, the main engine of economic activity. Cooperation between
business and government facilitated implementation of policies. Gov-
ernment policy was characterized by both realism and flexibility. For
example, although a competitive policy was encouraged, the govern-
ment tempered competition in the case of small businesses which were
exempted from anti-monopoly laws.

Role of social organizations

Social organizations (non-political and non-governmental institutions —
so-called civil society) can help overcome market inefficiencies besides
providing checks and balances on the state. Some laissez-faire eco-
nomists (for example, Coase (1960) argue that market inefficiencies
can be resolved through collective action of individuals in the form of
a social organization rather than through government intervention.
This argument has been questioned by Dutt et al. (1994, p. 5) on the
grounds that large transaction costs, free-rider problems and revealed
preferences of individuals will make it difficult to achieve private opti-
mal solution. Social organizations, like government entitites, may also
suffer from narrow self-seeking interests which would lead to irrational
economic outcomes.

Some of the social organizations may be state-induced; they are pro-
moted to take over some functions hitherto carried out by the gov-
ernment. This is the case of many recent associations in China. In post-
Mao China, the Chinese Government encouraged the creation of semi-
official and popular social organizations like the Self-Employed Workers’
Associations and Private Entrepreneurs’ Associations for fulfilling differ-
ent objectives, namely, regulating the market, social welfare and consul-
tation in policy making (Howell, 1994). It has been noted that in
Xiaoshan (China), the local government and the Association of Science
and Technology jointly tackled the problem of land reclamation. The
emergence of these associations is expected to achieve simultaneously
the objectives of improved state performance, greater equity through
provision of social welfare and greater popular participation in deci-
sion-making which in turn, is expected to improve the performance



Market or Government Failures? 11

of the Chinese State. In Indonesia and Malaysia the existence of
kelompok (or small cooperatives) is noted to promote collective action
(Barlow, 1999).

Some non-political organizations (for example, farmers’ movements in
India) may also emerge more spontaneously as a response to economic
and political circumstances. In India the new farmers’ movements repre-
sent social groups created to fight for their economic and social rights and
benefits. As distinct from the old peasant movements in India, the focus
of new farmers’ movements is not land but agricultural prices (Byres,
1994a). Their main objective is to obtain more remunerative input and
output prices, particularly the procurement prices, for farmers. To press
their case vis-a-vis the government, the movements in different states in
India have agitated by blocking the food transportation (both rail and
road) system, blocking access to politicians in villages, and withholding
crops from markets in order to raise prices (Brass, 1994).

Of course, motivations of farmers’ movements varies from state to
state in India. In the Punjab, it is noted to be a reaction to a gradual
erosion of prosperity brought about by the Green Revolution. Commer-
cialization of agriculture leads to market integration of surplus-produ-
cing medium and small farmers. They are increasingly vulnerable to
input and output price fluctuations. As a result, the Punjab farmers’
demands include lower input prices, higher procurement prices, and
crop insurance schemes. The farmers’ movement in Gujarat on the
other hand, seems to be linked to an integration of rural and urban
commercial interests.?

In both industrial and developing countries traditional forms of civil
society (labour unions, chambers of commerce, industry associations)
and new forms of community organizations (for example, micro credit
associations and other local community organizations) are engaged in
the tasks of mitigating the economic and social hardships and ‘new’
poverty resulting from social exclusion and economic globalization (see
Bhalla and Lapeyre, 1999).

Below we shall discuss different forms of the state, markets and non-
governmental social organizations to show that a dichotomy between
the state and market is misplaced. There is a place for all these three
institutions. We argue that a synthesis is required between the above
three institutions. In this synthesis, advantages of the market need to be
harnessed fully. But society must find a way to overcome the limitations
of the market by correcting its equity-blindness, its indifference to
environmental ‘externalities’ and its preoccupation with the short
term (see Chapter 2).
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DIFFERENT TYPES OF STATE

In the economic literature the state has been defined and characterized
differently depending on the positive or negative view of it, its goals
in terms of public (or national) interest versus that of interest groups,
its autonomy from interactions with society, and so on. The degree
and quality of state intervention in economic activity is another cri-
terion for judging its nature. Bardhan (1991b, pp. 109-10) notes that
in the bulk of the neoclassical literature the emphasis is on the extent
of state intervention, particularly its harmful effects rather than its
quality. He goes on to state that ‘almost all states in developing coun-
tries, successful or otherwise, are interventionist, and the important
issue is not really the extent but the quality of that intervention’. The
nature and quality of such intervention will vary between states. Gen-
erally the quality of state intervention is likely to be higher in states that
pursue the collective good of citizens than in others which are self-
serving. Having mentioned some criteria governing state quality, we
now briefly discuss the different types of state discussed in the develop-
ment literature.

‘Soft’ v. ‘hard’ state

Ever since Myrdal’s Asian Drama (1968) typologies of different types of
the state have been presented. Myrdal referred to the ‘soft’ and ‘hard’
states. The ‘soft’ states are those ‘where national governments require
extraordinarily little of their citizens. There are few obligations either to
do things in the interest of the community or to avoid actions opposed
to that interest’ (p. 896). These ‘soft’ states are further characterized by
‘low level of social discipline’ and high level of corruption, tax evasion
and black marketeering (p. 894). In contrast, the ‘hard’ states are those
in which corruption and tax evasion are less marked. These states may
be dictatorial or democratic, but they are characterized mainly by the
greater ability to implement economic policies to promote rapid eco-
nomic growth and social welfare.

States can become strong or hard through a high level of ‘social
control’” which makes possible surplus accumulation. Three precondi-
tions of a hard state are: compliance (of the population to state’s
demands), participation (in state-run institutions), and legitimation
(acceptance by the citizens of the state’s authority and their approval
of state goals) (see Migdal, 1988). The differences in the states’ capabil-
ities over time and space can be explained in terms of the degree to
which these preconditions are met. Poor enforcement of a state’s rules
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and laws and failures in implementation of its policies and programmes
may be seen as its weakness caused by the lack of fulfilment of one or
more of the above preconditions.

The strength of the state is also determined by the nature
and types of social structures under which the state operates. A hard
state suggests a harmonious social structures whereas a weak state
is indicative of social conflicts among various interest groups.
Furthermore, centralization of power can be an important ingredient
for the making of a hard or strong state. According to Migdal (1988,
p- 34), ‘the highly centralized and the more diffused can be considered
““strong” because the overall level of social control is high’. Migdal
concludes with what he calls ‘sufficient conditions for creating
strong states’, namely, social dislocations leading to weakening of
existing patterns of social control, existence of a serious external
military threat which changes the risk calculus of state leaders, the
basis for an independent bureaucracy, that is, ‘the existence of a
social grouping with people sufficiently independent of existing
bases of social control and skillful enough to execute the grand designs
of state leaders’ (p. 274), and skillful leaders favouring strong state
control.

Autonomous vs. factional state

Lal and Myint (1996) have developed alternative models of the state,
classifying it into two broad groups, (a) autonomous and (b) factional.
The autonomous state follows its own objectives whereas a factional
state represents some sort of collective decision-making. The autonom-
ous state is further divided into the ‘predatory’ (absolutist or ‘bureau-
cratic authoritarian’) and ‘guardian’ state. The autonomous state may be
based on a one-party system which enables it to ignore interests other
than its own. The ‘absolutist’ or ‘predatory’ state is not confined only to
the erstwhile communist countries. It also depicts the situation in many
developing countries where the state indulged in rent-seeking and
exploitation of its citizens. To quote Meier (1993, p. 383):

‘an underdeveloped economy has given rise to an overextended state
and to a negative or exploitative state. This implication appears in
writings on price distortions (rent- seeking and directly unproductive
activities), state-owned enterprises (patronage and bureaucracy),
financial repression (politicized credit allocation and cheap credit to
supporters), agricultural markets (pro-urban bias), inflation (popu-
lism) and tariffs and quotas (lobbying).
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Predatory (or Leviathan) state

While the traditional view of the state is that it is a benevolent
entity, ‘maximising a social welfare function subject to resource and
technological constraints’, the new political economy views it as
‘predatory’ (Lal, 1984). Grindle (1991, p. 43) notes, ‘recent neo-
classical models have helped resolve the clash between theory and
empirical observation by replacing the image of the benign state with
its mirror opposite, the negative state’. Under the new political
economy, regardless of the category the state is assumed to ‘prey
on its citizens’ and promote the interests of the few vested groups at
the expense of general public good and social welfare. As North
(1979, pp. 250-51) notes, many Social Scientists view the predatory
state as:

the agency of a group or class; its function, to extract income from
the rest of constituents in the interest of that group or class. The
predatory state would specify a set of property rights that maximised
the revenue of the group in power, regardless of its impact on the
wealth of society as a whole.

A predatory state is not benevolent because it is rent-seeking, it tends
to maintain overvalued exchange rates, it taxes trade and promotes a
large and inefficient bureaucracy and distributes power and economic
gains among a limited number of interest groups. The neoclassicists
would like to restrict the activities of the government so that it has
fewer resources to squander on these interest groups. The desired out-
come of public policy may not occur if rent-seeking is unproductive, if
the bureaucrats seek their self-interest and if different interest groups
which support public policy exploit the state to their advantage.

Guardian or platonic state

In contrast to the predatory state a guardian state is interested in social
welfare and the public good. According to Lal and Myint (1996, p. 261),
‘instruments of power in the Platonic state have citizen’s welfare in their
own objective function, whilst in the predatory state the rulers treat
their citizens’ welfare more as a constraint which restricts their pursuit
of other objectives’. This benevolent view of the state is based on a
number of premises: first, that governments and civil servants would
work for the welfare of the people who themselves might be unaware of
their interests; second, that the governments would provide for future
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generations better than the poor people who generally have a very high
rate of time preference (Krueger, 1993).

The precise outcome of the state or government intervention (the two
are used here interchangeably) will depend on a host of factors: relation-
ship between the state and society; convergence or divergence of the
interests of the state (and the bureaucrats) and those of the dominant
social classes, and the nature of communication between the two groups
(Dutt et al., 1994, p. 9). As we discuss in Chapter 2, market failures and
inadequacies often justify state intervention which may improve out-
comes by promoting competition and by selectively operating through
the markets as has been the experience of East Asian economies (Stiglitz,
1994a; Wade, 1990).

Owing to its ‘power of compulsion’ and ‘universal membership’, gov-
ernments may be at a comparative advantage in overcoming market
failures (see Stiglitz, 1991b). To quote Stiglitz (1994b, p. 32): ‘the govern-
ment does have powers that the private sector does not have, powers
that in certain circumstances. .. could result in a Pareto improvement’
(for example, the case of prohibition of smoking or raising the cost of
cigarettes through taxes which no private company could impose).

A typology of Third World states

The above discussion of different types of state shows that different
categories overlap. For example, what Myrdal calls the ‘hard’ state,
may not be very different, in its essential features and objectives, from
a benevolent state or an autonomous state. Similarly, a factional state
may not be very different from a ‘soft’ state. Essentially, the above
categories boil down to (a) dictatorships and (b) democracies with dif-
ferent shades of each depending on the fulfilment of the objective of
public good.

In the political literature there does not seem to be a typology of states
on a comparative basis. Findlay (1991) presents a rather crude typology
of dictatorships and democracy. He notes: ‘Democracy versus dictator-
ship is one axis along which they might be situated, and market orienta-
tion and central planning is another, giving us four categories if each of
these distinctions is applied dichotomously’ (p. 19). Findlay arbitrarily
allocates developing countries into ‘traditional monarchies’, ‘traditional
dictatorships’, ‘authoritarian’ and ‘democratic states’. He links the
regime types to public finance strategies but does not present criteria
for classifying states into different categories. The Lal-Myint typology
discussed above is essentially a grouping of a number of state types into
‘autonomous’ or ‘factional’. Developing countries are classified into
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Table 1.2 A typology of Third World states

Type of state Goals Legitimacy =~ Compliance Participation
Hard or autonomous ~ People-centred  High High High

state

- Authoritarian/ Self-centred Low Low Low
predatory

— Democratic People-centred  High High/Low  High

Soft or Weak ? Low/nil Low Low

either autonomous (further sub-divided into ‘platonic’ or ‘predatory’) or
factional (oligarchic and democratic). The authors conclude that in
their sample of countries the autonomous states showed superior
growth performance to that of factional states.

We present an alternative version of the state typology (based on the
above discussion of regime types) in a matrix where columns show state
types, and rows, various criteria and goals, namely, legitimacy, compli-
ance and participation discussed in Chapter 2 (see Table 1.2).

Having discussed different types of states, we need to examine in some
detail the nature and types of markets in developing countries.

DIFFERENT TYPES OF MARKETS

There are different ways in which markets have been categorized.
First, markets may be defined in terms of the nature of the product or
input: thus there are product markets, factor markets or capital and
financial markets. The second criterion generally used in economic
literature is the degree of price competition: thus markets may be
imperfect, oligopolistic or monopolistic. The third interpretation of
markets is by non-economists or political scientists who see them as
‘culturally and politically specific’ institutions representing interests of
particular social groups. White (1993a, p. 1) notes that the neoclassical
economic view of markets deals with an ‘ideal’ type which ignores
‘the social, cultural, political and institutional dimensions of real mar-
kets’. Thus, markets represent power relations in the same way as do
other pressure groups and governments. Dimensions of market
power include the state, association, economic assets and sociocultural
status. Sen (1999) discusses the role of markets in terms of freedom
to exchange and entry or non-entry into the labour market (for
example, non-entry of women and bonded labour as a case of unfree



Market or Government Failures? 17

markets). In discussing markets he suggests that efficiency sought
through markets should be accounted in terms of individual freedoms
instead of utilities.

Markets may either function imperfectly or they may function well
but in the wrong direction. Basu (1992, p. 341) notes:

The problem with the Indian economy is not that its market is less or
more free but that its freedom is in the wrong domains...in some
domains the problem is that of excessive marketization: there is a
price at which everything can be had. In other domains where the
market ought to be more free, for example, international trade, indus-
try and the entry and exit of firms, our markets are strapped up in
bureaucratic red tape.

The above Indian example is mentioned to underline the importance
of the right kinds of institutions, social norms and human behaviour for
markets to function effectively. Social norms are such that one can buy
oneself out of traffic offences and purchase university degrees. When
social norms are weak, transaction costs are high, laws may not be
obeyed and contract enforcement will be very difficult. Of course, in
principle, social norms can be enforced through policing and sanctions,
but they may not always explain why an individual does not often
default (for example, in making payment to a taxi driver) (Basu, 1986).

In explaining non-market failures, Wolf (1988) cites information
acquisition and control becoming an end in itself, leading to influence
and power. While he recognizes the role of information in imperfectly
competitive markets he concludes that price competition keeps cost
inflation in check. However, there are also cases of absence of such
competition.

We examine different categories of markets below.

Input and product markets

In economic literature, input and product markets are the most fre-
quently discussed types of markets. The input markets for labour (skilled
and unskilled), capital, foreign exchange, land, and so on, and the
product markets for consumer goods and intermediate and capital
goods are perhaps some of the earliest notions of a market. In conven-
tional neoclassical economic theory, perfect or ‘ideal’ markets are char-
acterized by perfect competition, complete information freely available
to all the agents, and transactions taking place at a price on a self-
regulating basis and on the basis of profit motive. Yet in practice,
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especially in developing countries, production and dissemination of
information is costly and weak because of inefficient institutions. Fre-
quent structural changes make it even more difficult and costlier to
collect and disseminate information (Stiglitz, 1997a). Imperfections in
the labour, capital and foreign exchange markets (reflected in unem-
ployment, credit rationing, and weak and unstable currencies) are com-
mon in most developing countries. As we note in Chapters 3 and 4,
financial crises (which are not peculiar to developing countries) are a
common form of market failure in open market-oriented economies.
The recent liberalization and globalization of financial markets has
made it even more common for developing countries with inadequate
banking structures, information imperfections and poor institutions
and infrastructure, to suffer from vulnerability through external shocks.

Competitive or oligopolistic markets

A competitive market is in equilibrium when supply of and demand for
a good or service are equal at a particular price. Thus price mechanism is
a self-regulating device. If demand is in excess of supply, price will go up.
This will induce producers to raise supply so that a new equilibrium is
reached. Milton and Rose Friedman (1980) note three important func-
tions of prices in organizing economic activity and achieving equilib-
rium: namely, (a) transmitting information, (b) providing incentive to
adopt least-cost methods of production, and (c) determining who gets
how much of the product. They state: ‘One of the beauties of the free
price system is that the prices that bring the information also provide
both an incentive to react to the information and the means to do so’ (p.
33).

The above textbook competitive or ‘ideal’ market is rarely found in
practice. Actual prices do not always reflect scarcities of factors and
products, and consumers and producers do not enjoy equal access to
information about products and markets. Market failures also occur due
in part to lack of informational capacity of economic agents (see Chap-
ter 2). Stiglitz (1994b, p. 105) notes that competitive markets are an
exception rather than the rule especially when such non-price factors as
contracts and reputation (in allocating capital in capital markets) are
important. In such a situation, prices may not be a good indicator of
information on supply and demand. Neither are they suitable allocating
devices. So prices will not equate marginal costs because rents are bound
to persist when reputation mechanisms are at work. Furthermore, com-
petitive markets should not be seen only in price terms; in today’s world
much of competition is in terms of achieving higher quality of products
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(product differentiation) or producing better and new products to cap-
ture market niches. Barriers to entry and limits to competition may also
arise because of the existence of transaction costs (discussed above)
including costs of information search and processing, of organization
and so on.

The competitive view of markets abstracts from any power relations
which determine price at which transactions occur. In contrast to the
‘ideal’ markets, political scientists have presented the notion of ‘real’
markets characterized by these power relations (see below).

Financial vs. commodity markets3

Financial markets are different from other factor and commodity mar-
kets and these markets also differ in different capitalist countries,
depending on their historical backgrounds as well as cultural and eco-
nomic circumstances. To study differences between financial and other
markets, it is useful to examine the functions of these markets. In the
case of developing countries mobilization of savings for industrializa-
tion is considered as one of the main functions of financial markets. But
there are other functions besides transferring capital from savers to
borrowers, namely, selection of projects, monitoring, sharing and pool-
ing of risks, recording transactions and so on (for a detailed discussion,
see Stiglitz, 1994a, 1994b). Unlike commodity markets, financial mar-
kets are mainly concerned with information in its various forms: pro-
duction, processing, dissemination and utilization. The latter markets
are more ‘imperfectly competitive’ (to use Stiglitz’s phrase) because they
are more information intensive and search: collection and processing of
information can be costly.

Two types of information are particularly important in the capital and
financial markets: information about the borrower’s capacity and pro-
mise to pay, and what the borrower is actually likely to pay on some
future date (risk of default). Other types of information required relate
to (a) solvency of financial institutions, which is of interest to investors,
and (b) management of these institutions, which affects risk and rates of
return on investment. The above types of financial information have
the character of fixed costs which does not increase with an increase
in the volume of lending. In financial markets (unlike the commodity
markets), it is not easy to separate (a) exchange transaction, (b) the role
of information and (c) risk of default. The price mechanism is unable to
provide such information: it is better in matching supply and demand
for goods than in matching supply of and demand for loan funds
(Stiglitz, 1994a, 1994b). Also as Sengupta (1995, p. 40) states:
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of all markets, the market for financial services is most prone to
imperfection, and therefore to failure, and that failure occurs because
the price of financial services more often than not fails to clear that
market.

Although interest rates (prices) do play a role as an allocative mechan-
ism in the sense that they define the opportunity cost of funds, the
allocative mechanism is basically a screening device in which prices play
a secondary role (Greenwald and Stiglitz, 1986). The highest price (inter-
est rate) offered by the borrower does not necessarily mean the highest
expected return to the lender because of a possible risk of default which
is higher with a greater amount of lending. In financial markets, there-
fore, contracts between borrowers and lenders and reputations of the
borrowers are far more important for resource allocation than prices.
These non-price factors are totally ignored in the neoclassical theory of
welfare economics. Yet Stiglitz (1994b, p. 88) notes that contracts are
essential in circumstances of incomplete markets. To quote: ‘contracts
are required because there are simply not “markets” for all the possible
commodities. .. and reputations are required simply because we cannot
write down all the desired characteristics...’. Loan contracts by banks,
for example, may include a host of provisions besides the price (interest
rate): terms and conditions relating to collateral and risk of default, for
example. Thus, unlike the conventional markets where the highest
bidder obtains a commodity, in financial market, such an auction sys-
tem will not work; financial institutions will perform a monitoring and
screening function based on knowledge about the potential borrowers
and their reputation.

In conventional markets, competition may raise economic efficiency.
But in financial markets, this is unlikely to be so; if banks as lenders
promote fierce competition they may deprive themselves of repayment
of loans from firms that may become bankrupt (Stiglitz, 1994b, p. 222).

Free vs. governed markets

In the context of East Asia, Wade (1990) introduces the concepts of free,
simulated and governed markets. Free markets are those in which gov-
ernment intervention is minimal or absent. The role of the government
is confined only to the provision of suitable environment for the free
functioning of the market. In terms of the trade regimes, Wade (1990,
p. 24) notes that the simulated free market theory refers to a situation
where ‘any incentive for domestic producers to sell on the domestic
market rather than export because of protection is offset by export
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subsidies’. On the other hand, the free market theory refers to a liberal
trade regime with few impediments to imports.

The governed markets refer to markets which are not free but are
regulated by the government through a system of controls, incentives
and mechanisms. Wade (1990, pp. 26-27) defines the ‘governed mar-
kets’ as follows:

Using incentives, controls and mechanisms — to spread risk, these
policies enabled the government to guide or govern market processes
of resource allocation so as to produce different production and
investment outcomes than would have occurred with either free
market or simulated free market policies.

Real markets

A non-economic analysis of markets replaces the price mechanism as an
allocational device (used by economists) by power relations between
different agents and actors, which may be based on exploitative behav-
iour or cooperation. As we noted above, real world market functioning is
conditioned by social, political and institutional factors. White (1993a)
analyzes four major political factors: the politics of (i) state involvement,
(ii) market organization, (iii) market structure and (iv) social embedded-
ness.

The state is involved in markets in different ways: taking over produc-
tion in the state sector, providing key inputs such as energy to private
firms and purchasing agricultural products from the primary producers.
These three means of government involvement in the market are com-
mon to most developing countries.

Secondly, certain powerful agents, the so-called rent-seekers for
example, can exploit the market to their advantage at the expense of
other weaker agents. In some cases, cooperation through formal associa-
tions and networks may be sought to extract these advantages (see
below).

What White (1993a) calls the politics of market structure is indeed
within the realm of economic analysis. The monopolistic or oligopolis-
tic market structures discussed above can reflect the economic as well as
political muscle of market agents.

Finally, as Polanyi (1957) notes, markets are ‘embedded’ in wider values
and institutions. This may mean that market agents are not necessarily
guided by profit maximization or self-interest. Instead, they may be
guided by culture, tradition and fairness in regulating market exchange.
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It is difficult to develop a neat typology of markets with diverse criteria
for classification. What is relevant for our purposes is that markets in
actual practice are never perfect since assumptions of perfect competi-
tion, zero transaction costs and so on are not valid. As Stiglitz (1994b)
notes there is no such thing as ‘a complete set of markets’. The imperfec-
tions in competition may arise from information costs including fixed
costs of obtaining information about how to produce a particular good.
Furthermore, ‘there are costs associated with establishing a market’ (Stigl-
itz, 1994b, p. 33). Asymmetric information (thatis, buyers and sellers have
different amounts and types of information) may explain many market
imperfections be it in the insurance, equity or labour market. As we note
in Chapters 3 and 4, crises in financial markets occur due to information
failuresand high degree of risk and uncertainty. The well-known problems
of adverse selection and moral hazards in the insurance markets (which
occur in other markets as well) arise from asymmetric information. Under
such situations prices fail to provide complete information, and thus do
not clear the market as they should under perfect competition.

INTERACTIONS BETWEEN STATE, ORGANIZATIONS AND
MARKETS

The state interacts with markets both directly and indirectly. In a direct
manner, the development and control of the public sector — through
state corporations, parastatals and nationalized banks, the state particip-
ates directly in the market.? This is the experience of both China and
India which have large state sectors (see Chapter 6). It is also the experi-
ence of Africa particularly with the state marketing boards. Bates (1981)
shows how government intervention in markets for agricultural com-
modities, urban goods and factors of production, extracted rural sur-
pluses to finance capital-intensive industrial projects. Indirectly, the
state interacts with the market by regulating it. It intervenes mainly to
correct market distortions or to strengthen the functioning of the mar-
ket instead of suppressing it by taking over production.

The development literature on the state briefly reviewed above, takes a
very aggregated view of the state. However, in a study of interactions
between the state and other non-state institutions, it is more useful to
disaggregate the state into its different levels of organization, namely,
executive leadership, central agencies, and regional and local bodies
(Migdal, 1988, p. 263). Interaction between the state, social organizations
and markets is likely to be easier and greater when the state has several
levels of organization and when decision-making is decentralized.
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Rodrik (1992) argues that an autonomous state leads the private sector
and the market whereas the ‘subordinate’ or ‘soft’ state (a la Myrdal)
would follow it. The latter lacks a ‘mechanism that would commit it to
reward or punish the private sector according to whether the desired
behaviour is carried out or not’. The precise nature of interaction
between the two sets of institutions - the state and the market — may
depend on the nature of a particular policy action. A policy may be
intended to provide an economic incentive (for example, an export
subsidy) or to correct a market failure. On the other hand, it may be
motivated by a political objective of supporting some powerful groups
which may create further market distortions rather than reducing them.

As a free market economy is unlikely to lead to the achievement of
social objectives, markets need to be guided to attain these objectives.
Datta-Chaudhuri (1990) cites Japan’s experience to show that govern-
ments can guide the ‘perceptions of producers and traders’ to exploit
their potential which might remain latent under an unguided market
economy.

Government also interacts with non-governmental organizations in
different ways. Firstly, government may actually create these organiza-
tions (as in China) to transfer some of its erstwhile functions. Alterna-
tively, these organizations may provide checks and balances
to government interventions. They may also act as lobby or pressure
groups to extract gains from the state.

Various associations and organizations also participate in the market
as agents representing particular interests. They influence price forma-
tion as well as supply of and demand for goods and services. Their role is
particularly important in the foodgrains markets in developing coun-
tries (Harriss-White, 1993). Institutions such as those of traders and
merchants may restrict market entry and control distribution which
may not necessarily be socially desirable.
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